
101 5 1 8 ' ~  Street, NW ~ Suite 800 
Washington, DC 20036-5204 

October I ,  2003 

Marlene H Dortch 
Secretary 
Federal Coinmunicationb Commission 
445 Twelfth Street, SW 
Washington. DC 20.5.54 

ORlGI 
RECEIVED 

O C T  - 1 2003 

F K H A L  COMMUNICATIONS C O M u i ~ ~  
OFFICE UF THE SECRETARY 

Re Notice of E x  Parte Presentation: I n  the Matter of AT&T Corp. Petition for 
Rulenuihng To Reform Regulation Of lncumbenr Local Exchange Carrier Rates 
For Interstate Svecial Access Services. R M  Docket No. 10593. 

Dear MF Dortch; 

On Tuesday, September 30, 2003, the Special Access Reform Coalition (SPARC) met 
with Jessica Rosenworcel and Paul Margie of Commissioner Copps' office to discuss special 
access pricing SPARC members attending the meeting included: Douglas Brandon o f  AT&T 
Wireless; Brian Moir  ot Moir & Hardman, counsel tor eTUG; Douglas Jarrett of Keller and 
Heckman. counsel for the American Petroleum Institute, Patrick Merrick of AT&T Corp.; Hank 
Hultquist of MCl ,  Michale Pryor of Mintz Levin, counsel for AT&T Wireless; Jonathan Lee of 
Comptel; Marc Martin of Kirkpatrick & Lockhart, counsel for Nextel and Cathy Slesinger o f  
Cable & Wireless - USA 
immediately address the current intlated special access rates and take immediate action consistent 
with SPARC's May I ,  2003 e x  parte. The attached documents were provided and discussed at 
the meeting as were some materials already part of the record in this proceeding. 

During the meeting, SPARC members urged the bureau to 

Consistent with the Commission rules, I am tiling two copies of this notice and request 
that one be placed in the record of the proceeding. 

Sincerely, 

Brian R Mou, Partner 
Moir & Hardman 
(202) 331 -9852 

Attachments 

CC Meeting Attendees 



SPARC Members 

APl (American Petroleum Institute) 

AT&T C o p .  

AT&T Wireless 

Cable &Wireless 

Compte1 (The Compet~ve Telecommunications Association) 

E-TUG (E-Commerce & Telecommunications User Group) 

MCI 

Nextel Communications 

ITAA (Infonnation Technology Association of America) 

Global Crossing 



EXCESSJVE SPECJAL ACCESS CHARGES DRAIN U.S. ECONOMY 

2000 29.3 percent 
2001 38 9 percent 
2002 39 7 percent 

~ 

What is Special Access Service? 
Special access services are the essential high capacity, dedicated lines that connect a customer’s location 
directly to a service provider’s facilities without going through a local exchange company’s switch. Over 
90% of the special access services in the United States is provided by incumbent local exchange carriers, 
such as Verizon and SBC. Special access is used primarily by business customers, government agencies, 
and communications providers, including wireless service providers, broadband service providers and 
Internet Service Providers, for phone service, data transmission and Internet service. Because of the 
continued growth in Internet traffic and data transmission services, the demand for special access services 
is substantial 

What’s the Issue Surrounding Special Access? 
Acting on the expectation of competition in the special access marketplace, the FCC in August 1999 freed 
the incumbent Bell telephone companies from price cap regulations for special access services. The Bells 
said they would reduce special access prices in response to competition, but prices have not declined, they 
have risen in many areas. This during a period of time when telecommunications costs have been greatly 
reduced. The Bell’s own figures filed at the FCC show they are now earning nearly a 40 percent return 
on special access services 

Year 1 ILEC’s Special Access Rate of Return 

In October 2002, AT&T asked the FCC to review the special access rules in light of recent experience. In 
May 2003, the Special Access Reform Coalition (SPARC) of special access customers and their 
telecoinniunications providers formally urged the FCC to take up the AT&T request. So far, the FCC has  
ignored this request. 

What’s the Impact ofHigh Special Access Prices? 
Excessive special access prices are depriving the U.S. economy of necessary investment capital and 
stifling Job creation. 

A recent economic study released nn lune 12, 2003, places the Bells’ excess special access profits at $5.6 
billion It said rolling back Bell company returns to a conservative 11.25% rate (industry comments in 
inore recent FCC proceedings indicate that returns of 8 5% or even 8.2% would be appropriate given 
current interest rates and economic conditions) would create 132,000 jobs and add $14.5 billion to the 
U S economy in  the tirst two years after prices decline. 

What Should the FCC Do? 
‘The FCC should immediately institute a ruleinaking proceeding to review special access rates and to 
rcslore reasonable rates of relunt in  the  absence o f a  competirive market. 

In the Interim, [he Commission should immediately restore price cap regulation for special access service 
u n t i l  a full  review IS complete I t  also should place a moratorium on all new Bell petitions for pricing 
llexi hi lity 
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Bell Special Access Rates of Return 

BellSou th 

Qwest 4 6.6 ‘/o NA* 

Verizon (excluding I 40.0% 

These rates of return were calculated from 2001 ARMIS 43-01, Table I, Cost and Revenue Table, Column S, Rows 1910 and 1915 

* Due to Qwest’s financial difficulties, Qwest has been permitted to late file its ARMIS data for 2002 on Sept. 18,2003. 



Special Access Rate Comparisons 
Price Flex vs. Price Cap % Increases 

DS 1 
Amer i tech * 1 8.2-11.6% 
BellSouth 6.0% 
PacBell 2.4% 

I 

Qwest* 1 27.9-28.6% 
I 

SBC 15.6% 
I 

Verizon (North)* I 19.6-29.3% 
Verizon (South) I 19.5% 

DS3 
14. I - 1 5.0% 

29.7% 
27.0% 
5.4% 

20.0% 
10.9-1 1.2% 

3 1.5% 

5 Year Term Commitmenti10 mile circuit 

Rates vary by state 



Special Access Rate Comparisons 
Price Flex vs. Price Cap % Inmeases 

I Ameritech* 
I BellSouth 
I PacBell 
I Qwest* 
I SBC 
I Verizon (North)* 
1 Verizon (South) 

Month to Monthilo mile circuit 

Rates vary b y  state 

DS 1 d53 
0.4-1.2% 1 2.1-2.2% 

19.0% 13.5% 
5.6% 15.8% 

28.2-29.0% I 5.4% 
1.9% 1.8% 

19.6-29.3% 1 17.2% 
23.3% 45.4% 
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Phoenix Center Policy Paper No. 18 
Set Jt and Forget I t ?  
Market Power  and the Consequences ofpremature 
Deregulation in Telecoinmunications Markets 

George S. Ford, PhDt 
Lawrence J. Spiwak, Esq.r 

(F Phoenix Center ior Advanred Legal & Economic Public P u l ~ y  Studtes, George 5 Ford and 
Lawrencv J Spiwak 2W3) 

Absbracl Fifty years ago, U S Supreme Court Justice Felix 
Frankfurter warned the Federal Communications Commission not 
to view "competition" in an "abstract, sterlle way " To illustrate 
the dangers of using such an "abstract" approach to the key issue 
of ILEC inarket power, this paper uses the Commiss~on's 1999 
decision to de-regulate the prices for Special Access 
telecommunications services as a case study, wherein the 
Commission abandoned its own general framework for 
competition analysis in favor of using abstract notions of potential 
competition 

As demonstrated herein, the Commission's deregulatory 
scheme for Special Access has produced substantial and sustained 
price incrt'ases for Special Access services where pricing flexibility 
I S  granted Based on the results of an econometric model, these 
price increases are found to be the consequence of ILEC market 
power rather than price adjustments reflect~ng costs The 
empirical model suggests that Special Access service is priced at 
about three times incremental cost, and this results is in line with 
nlher recent studies of market power in Special Access markets 
( e x ,  Rappnport, Taylor et n i ,  2003), which find that the Bells 

! 

1 

Adjunct Fcllow, Phornix Center. Chief Econurn~sl. 2-?el Cvmmunications 

I'resldeni, Phoenlx Cenlri ior Advanced Legal & Economic Public Policy %dies The 
V I C W S  cxpw'srd m ihts papcr arc  thc author5' a l ~ m t .  and do no1 represent ihe wews of the Phoenm 
Ccntrr, its i\d,unci Fellows, or anv of Its individual Edilorrai Advison, Board members. 
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receive a 40 perccnt return on Special Access revenues of $133 
billion 

This evidence suggests that while admittedly imperfect 
prognostications about  competition and market power may be 
acceptable e l  onte, continued agency review of incumbent market 
power 15 not only warranted, but virtually mandatory. Further, 
when abstract measures of competition are found, cx  post, to be 
inadequate checks on market power such as in the case of Special 
Access services, the continued use of such abstractions by 
regulatory agencies should be immediately reviewed and 
potentially eliminated, particularly where such failure has a 
significant adverse impact on consumer welfare and a deleterious 
effect on U S  telecoms competition and, by extension, the 
economy overall 

The Commission's abstract approach to encouraging new 
entry and mitigating incumbent market power in the Special 
Access Context should be a "canary in the coal mine" as to the 
consequences of using abstract notions of competition in the malor 
rulemakings now pending before the Commission to facilitate 
Chairman Michael Powell's vision of a "digtal migration" via so- 
called "inter-modal" competition Indeed, as the D.C Circuit 
recognized over twenty years a g o  "Complex regulation must  still 
be credible regulation" and any failure by the FCC to 
meaningfully enforce the Communications Act deprives 
"regulated entities, their competitors [and]  the public of rights and 
economic opportunities without the due  process the Constitution 
requires" Viewing competition i n  an abstract way failed 
miserably for Special Access services and this fact cannot be 
ignored in future proceedings at  the FCC 

U S  consumers deserve far more than a perfunctory "Ron 
Popiel Chicken Rotisserie Oven - set i t  and forget it" approach to 
the very real problem of TLEC market power, lest the negative 
effects of Special Access deregulation be replicated in other 
markets While no doubt reducing its work load, the FCC simply 
cannot assume-away ILEC market power and, as Chairman 
Powell has recently attempted to do, eliminate it from the public 
lexicon altogether Instead, responsible public policy requlres the 
Commission to return the core unresolved iss~le of incumbent 
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market power to center-stage and address i t  in an intellectually 
honest and definitive manner As  such, it is incumbent upon the 
FCC to fulfill their core function under the Communications Act - 
I e ,  prevent dominant firms under their lurisdiction from gouging 
consumers and stymieing competition via the unfettered abuse of 
their market power 

Equally as important, if the evidence suggests a regulatory 
failure to mitigate the incumbents' market power that produces 
clear adverse effects on U S consumer welfare and the economy, 
then we come back full circle regarding the FCC's overall 
analytical approach of how we should move from "one" to  
"many" - I e ,  givcn thc ohvious fact that the ILEC's can and will 
seek to exercise their market power to "deny, delay and degrade" 
new entry, then a more thorough look a t  the incumbents' market 
power by the Commisslon in the first instance is in order as the 
FCC attempts to facilitate Chairman Powell's vision of a "Digital 
Migration " 

TABLE OF CONTENTS: 

I Introduction . . .  .. . 5  
I1 Cne Study Examining The Commission's Deregulatory Paradigm 

for Special Access . .  . .  .10  
A What is Special Access' . . . . . .  . . . .  10 
B The 1999 Pricing Flexibility Order . . . .  . . .  11 

2 Sunk Costs as a Proxy for Competition . . . . .  . . .  ..I6 

111 Empirical Analvsis .. . .  . . .  . . . .  22 
I V  Conclusions and I'olicy Implications . . . .  . .  27 

1 Thc FCC's Approach to Defining the Appropriate 
Geographic Market for Analysis . . . . . . . . . .  .I4 

C D C Circuit Review . . . . .  . .  20 
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1. Introduction 

Much has been spoken and written regarding the appropriate role of the 
Federal Communicatlons Commission ("FCC") In the 21s' Century. According to 
FCC Chairman Michael Pow,ell. his v i s i ~ n  of the Commission's role is to facilitate 
deregulation via a "digital rnigration,"l wherein so-called "inter-modal" 
competition will flouri5h to such a degree that the Incumbent monopolists' 
market power wi l l  be constrained, stock prices will rise, and more jobs in the U.S 
cqii ipment-manu~acturing sector will be created 2 For this reason, Chairman 
Priwell has initiated several proceedings designed to accelerate this "digital 
i n i p  tion," including, iiiti'r a h .  the still un-released Triennial Review', a decision 
a5 to whether RBOC "broadband" services should be reclassified as "information 
services" under Title I of the Communications Act4, a proceeding to evaluate the 

I Rumarks of Michael K Powell, Cornmisinner Federal Communications Commission 
Rrforc The Piogrss & Frrrrlirrn Foundalmn, "The Greal Digilai Broadband Migrahon" Washmgion, 
D C Drcrmber 8, 2000 ~ J J w w n '  fcc p~v/5pcecl ie~/Powell /2O~/s~mkpOO3 html), Michael K 
Powell. Chairman Fcdlrral Communications Cummission Press Conference October 23, 2001 [as 

(Iiltp / / w w w  fcc po~/Sreerhes/Po~.elI/2OOl/spmkp109html).  Remarks of Mtchael K Powell, 
Chairman Federal Communicaltons Commission a t  the Assmated Press Annual Meetmg and 
C h r r a l  Session of thr N ~ w s p a p r r  Association of Amenca Annual Convention (April 28, 2003) 
(h t tp  / /  hraunfoss fcr eov/ cducc ~~~hlic/attachmatch/DOC-233732A1 pdq 

5w, e x ,  February 26. 2003 Oral Statement of FCCChairman Mtchael K Powell Before the 
Suhmmniillre on Telrcurnmuniiationi and the Inlernet, Commlttee an Energy and Commerce, 
C 5 Houw n f  lirprcsemative~ ( h t t p  //hraunfoss fcc povledocs public/altachmalch/DOC- 
Z l ? 7 7 A l  udq, Itemarks of M i c h x  K Powcll, Chalrrnan Federal Communications Commission a1 
Ihr  Culdrnan Sachs Cnrnmuniropia XI Canfcrencc New York, NY October 2, 2002 [as prepared for 
dlclivery] ( h t l p  //hraunfo,> lcc cot /rduc% puhlr/aliachmalch/DOC-226929A1 do, y e  also 
Frhruary 26. 2003 Writien Slatemem of FCC Commissioner Kathleen Q Abernathy Before the 
Subrwnmitlee on Trlccommunii,ltions and the Inlernct, Commlttee an Energy and Commerce. 
U 5 tluuse of Reprcscnta1ivt.s ( h i m  //hrdunfosslcc govf edocs public/attachmatch/DOC- 
231535A2 

' l i i w c u r  of tliw Srchnn 251 Llrihundirnfi Ohligalrons of lnrumbenl Local Exchange Cornen (CC 
Docket N u  01.338). I~nplr~mentii l i~in of Ih? I.o(o1 Comperiliori Pmrwons of l ite Trlecommunrcahons Acl of 
11)9b (CC Docket No 96-9R). nnd Drpiovmrnl 01 Wireline Semrces Ofinng Advanced 
l~/rainimu,irrohonc Ciipuhiiily (CC Dockrt N o  98-147). ~ FCC Rcd - (adopted 20 February 2003). 

C L ~  o l i o  P ~ o r v i x  CFNTLR 1'01 IC) Bel I~TIN No 3 The Broadband Loophole -1s Syrnmelncnl Reguiahon m 
l i i c  Fair, ol Asymmctninl Markcf Poiiw G w d  Pirbiii Pdicy (19 March 2003) (htm / / w w w  phoenix- 

prepared for dclweryl. "Digllal Bruodhand Mzgrnrion" Part / I  

iCll~er or~rPr,iIrvRullrtln/pl,ilrunuiirtInNo; pdq 

. h m ~ c ~ ,  N o m  of Proposed Rulcmakmg, FCC 01-360, - FCC Rcd - (rel. December 20,2001). 
4 i r i  r~ Rriiicu, af R q f i " I o l o n /  h'c,qiorenrprits lor lnciimbcnl LEC Broadband Tdecommunrcahons 
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appropriate regulatory framework for RBOC and ILEC in-regon long-distance 
service outside of a ~ p a r a t e  affiliate,i and potentially even a proceeding to 
revisit the appropriateness of Total Element Long-Run Incremental Costs 
(TELRIC) pricing altogether 

I t  is  generally accepted that some degree of "workable" competition is a 
necessary prerequisite to deregulation,6 and this prerequisite 1s often difficult to 
satisfy given the ubiquity and magnitude of bamers  to entry to the telecoms 
industry (e  8 ,  necessity of comniitting significant sunk  costs, asymmetrical 
regulation, elc  ) With the concept of "inter-modal competition," where 
differentiated services supplied using dissimilar technologtes (e 8 ,  wireless and 
wireline telephony) are considered close substitutes based on ltttle more than 
theoretical oversimplifications, the Commission's view of competition IS 

becoming increasingly abstract This abstraction from measurable and 
discemable competitive forces is not limited to telecommunications, but has 
allowed for rapid and unprecedented economic concentration in the media 
industry : 

5 In i c  Scctiiin 272(flUJ S u n d  idtlw BOC Seporale Afiimlc and Relaled Kequrrements. Further 
Notice of Proposed Rdrmakmg. FCC U3-111. - FCC Rcd - (rcl May 19, 2003) Among other 
things, what makes this NPRM su tncredulouh 15 that the Commission - citing to the presencc ol so- 
rallpd Inter-modal competition such a5  "Internet-hascd applications ( e  4 ,  instant mcssagng, 
vmail)" ('d at  11 8) - 1s serking rornmeni un whether the RBOCs should bc re-classified a5 non- 
dominant carriers for in-region inter-LATA SWVICP, even tn the abscncc of structural safeguards in 
the form ut separate affiliates, when the cornerblone of the FCC's original and successful 
Comprtitiirc Corner paradigm was thP preventing dominant firms who own and control of 
"battlemwk" - 1 e ,  " last mdc" acces, facilihes - from exercising their markct power In re Policy and 
Ruirs Concerning Rates f i r  Conipetirilw Cornrnori Carrier S m m s  mid Fardriies Authoilzahons Therefore. 
Docket No 79-252, 85 FCC 2d 1 (1980) As the Cimrnission recognized over twenty years ago. a 
dominant hrm can cxcrc~s? markct power when i t  has "sufficient command over some essential 
wmmodtty or  f a r i l i ~  I" i t ?  industry or t rade l i i  bc ablc to impedc new entrants Thus, bottleneck 
contrd describes thc structural characteristic> o f a  market that new entrants must either be allowed 
to share the holllenerk ( a c i l i y  or  fa i l  " I d  7 59 For this prectse reason. the Commission held that 
C m t w  of holtleneck facilities was "pnmn f i c x  evidence of markel power requiring detailed 
regulatory scrutmy " I d  a t  58 

Set'. P S ,  In IO Ctmpd?lm>? rn Hhc lnlerslole intererdian,qe Marketplncc, b FCC Rcd 5889 
(19Yl)(lXC I<ulrmaklng Order), 1,) re R P I ' I C I O ! I >  to Price C q ?  Rulrs  [or ATWT COT,  Rcport & Order. 
FCC Docket No 95-38 (re1 1 2  January  1995). In rc Mohon @ A J & J  COT to Br Reclassified as n 
h'~~~,-non7in,lt,r C n r r ~ r ,  FCC 9512:. 11 FCC I k d  3271 (re1 0 c 1  23, 1995) 

Wdliain Sailre Thr Grmt  hletliu Gulp, NEh YonK TlMF5 (22 May 2003) ("The concentration 
or power - political, c~irporalr ,  media. cultural - 5hould he anathema tn ConsewatlveZ The 

(Fuotnotc Continued ) 

h 
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The incrcasingly cibvious disconnect between (dt!)regulatory policy and 
rigorvus market power a n a l b ~ s  ignores U S Supreme Court Justice Fel~x 
Frankfurter's f i f t v  year-old warning to the Commission not to view 
"coinpetition" in an "abstract, sterile way " h  Indeed, policies implemented by 
relying exclusively on textbook notions of competition and regulation in an 
industry with traits incompatible with such naive theories fails to satisfy the 
Commission's statutorv mandate Further, the Commission must not ignore the 
effccts of its dccisions on consumers and social welfare Thus, the current 
Commission's preoccupition with maximizing industry inputs ( e g  , jobs and the 
sales of equipment from vendors) rather than the efficient production and 
d im~bu t ion  of industry uutput ( I  e. ,  leading to declining prices, more innovation) 
15 misplaced While the notion of the ILECs' "market power" has disappeared 
frnm the FCC's lexlcon todayy, the sustainability of this philosophical stance i s  
dubious given the inevitable review of its decisions by a panel perhaps less 
dogmatic than Chairman Powell In other words, deregulation by the FCC 
requires a thorough inquiry as to whether there are sufficient regulatory 
safeguards a n d / o r  competition to constrain the incumbents' market power 
under current market conditions (thereby allowing the regulator to forbear from 
i t 5  ciuthority to "manage" market forcesin) Further, p e n  the dynamic nature of 
Lhe telecoms industry, the Commission should examine and monitor the impacts 
the decisions the FCC makes today (and in the past) on the long-term 
performance of the industry ds  a whole 11 

cliiiusiun of power through local control. tlwrchy encouraging individual participation. IS the 
t i s r n c ~  nf tedcralism .Ind thr grcatc5t expression o i  dcmucracy ") 

I C C  i' RCA i-,,,,,,,,,,~,~~~f,~~,,~, / t u  , 046 U 5 86, 93-95 (1953) 

'1 sw cirpro nn IL2 

111 Somc argue, xmwtime> cunvmringly, that  u n r c p l a ~ d  monopoly 15 a n  improvement over 
rrgulatcd monopoly Sui, c , y .  M L 5p1lrer & 1 W HaLlrti. PUBLIC Poi I C Y  TOW'AHDS C A B L r  

Srz. ( ' 2 ,  Vm:tut i '  FCC, I?? S Cl 1646. 1661 (2002) ("For the hrst time, Congress passed a 
ralrwtting stamtc with i h r  a i m  not p t  io balance ~nierests between sellers and buyers, but to 
reorgmirt. markets hv rendering rrgulatrd ulilities' monupolies vulnerable to interlopers "), see 
dsc) Touzn I,/ Concord i, Boi lon tdison Co, 915 F 2d 17, 22 (1st Cir 1990) (Breyer, J ), cerl denwd, 111 5 
Ct 1337 (1Y91) ("Atlcr all, should ihr  regulalur drcidr t h a t  ncw cnh? 15 warranted. 11 iypirally has 
i lw  Icgal authority to prevent d n  exiwng ' twu- lei'el' mmopolisi horn improperly disadvantagng 
a nrw 'hcrrmd-lrvcl' ionrpetitor by, hay, refusing to dcdl to with i t  or by charging unreasonably 
high prices "), LVaIler (1 Huller (.I 0 1 ,  TrlLroMMUNIcITIONs POLICY FOR THE 1980s T H r  TRANslTloN 
I O C O M P ~ I ~ ~ ~ C ~ , ~  (Preniicc Hall 1984) a t 3 5 Y 4 1  

1 t L t V I 5 I C ) N  T H ~  E C O N < I M I I S C ) F  l < A r E  CONTROL (1998) 
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Understandinfi that this daunting task is easier said than done, particularly 
as <ldministrative decision-making is a political process with political pressures 
for aition,l: the courts consi5teiitlv hold that the FCC need not meet a "standard 
of perfection" or to "identify the optimal threshold with pinpoint precision" 
when promulgating its rules, but, i f  the Commission is going to depend on 
predictive forecast5, then the FCC must "identity the standard and explain its 
relationship to the underlying regulatory concerns "13 The foregoing statement 
of l a w  alsn raises a corollary but unanswered question - 1 e ,  if  the Commission, 
as the expert agencv, is entitled to such great deference and latitude in 
implementing the provisions of the Communications Act, then doesn't the 
Coiiiinissiori a fortiori illso harvz o subsequent responsibility to monitor the consequences 
i$ its regidlatory actions, pnrticulurly ;ohen i t  publicly admits that its regulatory actions 
tirc l imed on prri~ii~~sticati~~iis ai i i f  imperfect ineasures of competition' As explained 
bclwc, the obvious answer is "yes," particularly when the Commission's 
prognostications are based ex ante on flawed theory and can be shown ex post to 
be incorrect 

To illustrate the dangers of using such an "abstract" approach to the key 
issue of lLEC market power, we  will use as a case study the Commission's 1999 
decision to de-regulate the prices for Special Access telecommunications services, 
where the  Commission abandoned its own general framework for competihon 
analysis in favor of using crude indicators of potential competition That is to 
say, the Commission's deregulatory scheme for Special Access, which relied on 
abstract measures of competition, has produced substonlid and sustained price 
inrreaseh for Special Access services where pricing flexibility is granted. Based 
on the results of  an ecnnometric model, these price increases are found to be the 
consequence of ILEC inarket power rather than price adjustments reflecting 
costs This evidence suggests that while imperfect prognostications may be 
acceptable EX anle, i t  would seem that when an administrative agency repeatedly 
admits to such imperfection, continued agency review of incumbent market 
power is nonetheless warranted Further, and perhaps more important, when 
abstract measures of competition are found, ex post, to be inadequate checks on 
market power such as found in the case of Special Access services, the continued 
__ 

C-f U,~tred Sioieq z '  rCC, 652 F 2d 72, YO- 91 (DC Cir1980) (en banc) ('Someone must 
dciidc when enough data IS cncugh In the tirsl Instanre that decision must be made by the 
C ~ r n m ~ ~ s m n  To allow o l h m  to l o r e  Ihr Commission l o  conduct lur lher  evidentiary inquiry 
would be to arm intcrcstcd p w i w ~  K i t h  a potent instrument for delay ") 

wor/i~c~Jrfl I J  kc'C, 238 F 3d 449, 461-62 (D C Cir 2031) 1' Sa,. 
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usc  of huch abshartions by regulatory agencies should be immediately reviewed 
and potentially eliminated, particularlv where such failure has a significant 
adverse impact on consumer welfare and a deleterious effect on competition in 
the U S telecommunirativns industry and, by extension, the economy overall 

Our analysis proceeds as follows In Part 11, we describe the FCC'5 
philosophical and analytical approach to de-regulating Special Access services, 
with particular attention paid as to how the FCC approached the key issue of 
ILEC market power and market definition, as well as  to why the D C Circuit 
upheld the Coniniission's rulemaking as lawful even though i t  found its policy 
decibions questionable In light of the Commission's recent decision in its 
Triennial Review of the unbundling obligations removed from the list of 
unbundled elements some high capacity circuits, thus preventing entrants from 
purchasing such circuits i n  many markets at cost-based prices.14 an analysis 
market power over Special Access services is particularly timely 15 

In Part 111. we then specify an empirical model to estimate the extent to which 
the near ubiquitous price increases for Special Access services in deregulated 
markets can be attributed to market power rather than costs This exploratory 
empirical analysis suggests that the vast malority of observed price increases in 
deregulated markcts can be credited to the increased exercise of market power, 
with cost variation contributing little to price increases 

Finally in Part IV.  w'e conclude by examining briefly the legal and policy 
implications of the Commission's approach to ILEC market power in the Special 
Access context, with a focus on pending and future proceedings at the agency 
A s  explained below, a key lesson can be learned from the Commission's de- 
regulation experience for Special Access - I Y ,  although the Commission may rely 
on theoretical concepts of competition as a substitute for a rigorous analysis of 
market power to develop the initial parameters of a regulatory paradigm, it  does 
not i1 j i rhon  mean that Ihe Cornmission can abrogate its statutory obligation 
under the Communications Act to monitor the subsequent consequences of its 

1 4  See .,,pro n 3 

15 C /  Mark Naflcl and I.awrencc 1 Spiwak. I I I ~ . T E L E C O M S T R A D ~  W A K  THt UNITEDSTATES. 
1 1 1 1  EuKori A N  UNION r\ND  HI WTO ( H a i l  Publishing 2001) a i  207 (the "FCC lound that musi 
CLECs had mmr w i ~ e s s  reselling selling sprcialized services. such as Special Access and local 
prwaie linc s c n ~ c c s ,  than they h a w  had sclling b a w  switched local scrwce to end users In other 
word>, t h e y  bleed i~ed ink") 
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regulatory action!. on th r  market A5 such, we come bdck full clrcle, because If 

the evidence suggests il regulatory failure, then perhaps a more thorough look at 
the incumbents' market power i n  the first instance would have been in order 

11. Case Study: Examining The Commission's Deregulatory Paradigm for 
Special Access 

'A Wint IS Specrul Access' 

Special Access IS the backbone of the telecommunications network These 
high capacity circuits - such as DS-0, T-1, DS-1, DS-3, and OC-N lines - are used 
to transport traffic between major interconnection points of the network (e.g , 
switches, routers, e t c )  and between such potnts and end-users 16 Special Access 
services are typically priced as three components- (1) channel terminations, 
( 2 )  interoffice tramport, and (3) entrance facilities 17 Channel ternunations are the 
facilities hetween an ILEC serving wtre center and an end-user customer 
Interoffice transport consists of the facilities connecting various ILEC serving 
wirr centers, and entrance facilittes connect interexchange carriers' or C L E W  
point(s) of presence (POP) and the ILEC's serving wire center Each of these 

'1. Thc T-carrier systcm, introduced hy the Bell System in the U S in the 1960s. was the lirst 
.ucccsful system tha t  w&x>rted digitiLed voice i ransmmmn The original tranmmsion rate (1 544 
M h p )  ~n thc  T-1 l inc 17 in common usc today in Internet service provider (ISP) connections to the 
Internet Anolher level. the 7 ~ 3  line. providing 44 736 Mbps, 1s a h  commonly used by lnlernet 
'erviw providers Anothc, coinmunl, installed ~ e r v i c e  IS a fractional T-I, which 1s the rental of 
iomc portmn of the 24 channels in a T-l Iinc, with the other channels gmng unused D~gital signal 
X 1s a krm for Ihc series of 5tandard digital transmission rates or levels based on DSO. a 
LTmsmiwon ratc of 64 Kbps, the bandwidth normally used for one telephone voice channel Both 
Ihe N o r t h  American lkarr irr  system and the European Eiarrier systems of t r a n m m i o n  operate 
using the US srr ies a h  a base multiple The digital signal IS what 15 carried inside the carner system 
DSO 17 thc hase for thcdigital signal X 5eries DS1, used as thc signal ~n the T ~ l  carrier, IS 24 DSO (64 
K h p )  sigmlalb transmitted using pulse-codc modulation (PCM) and time-division multiplexing 
(TDM) DS2 1s four llS1 signals multiplexed together to produce a rate of 6312 Mbps DS3, the 
czgnal in the T-3 carrier. camcs a multiple of 28 DS1 signals or 672 DSOs or 44 736 Mbps Digital 
signal X I S  hased nn t tw ANSI T1 107 guidelines Source warchNrtworkmg corn 

I n  the .peiial access context, entrance facilities are also called "channel terminations" Wc 
usc "t ,nt iancc faciht~rs" herc 10 distinguish thosc channcl terminations tha t  Drovidr the end user 
i o n n ~ i m  from t h s r  t ha t  pro\& Ihe cunnectwn hetween carrjer networks 

1: 
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components can have in!leagr3 charges, and interoffice transport almost always 
does 1 8  

Illustration No. 1 

. .  . .  

R 

In I9YO. I L E G  were required to geographically average the prices for Special 
Access service5 across geographic markets Subsequently, the Commission 
granted limited pricing tlexibility - including de-averaging and volume and term 
discount5 - provided there was at least some evidence of competition in the rate 
zone or studv area 1~ 

Tire 7999 Pricing F l e x i b i l i t y  Order 

18 Tor a more thorougli devxption, see In  rt' Aciecr Clinrgc Rqoorrn, Fifth Report and Order 
and r u r t h r r  Not~l-r of Proposed Rulemaking, ~ FCC Rcd - FCC 99-206 (re1 27 Aug 1999) at 
S T  8-10 (Pncinx Flexihlitv Order) 

Erpandrd Intcrconncition willi Luial Tciephonc Cornpony Foc~lrlres, Ammdmml  of rhr Pnrl 69 
AlioiuIio,i ~i /Grnera l  S t ( , p r f  rnrilitq COLI? CC Docket Nos 91-141 and 92-333, Report and Order. 7 
FCC Rcd 7369, 7454 n 411 (1992) (ipecoil A c c e s  Expondrd Inlrrconnectm Order), vocoted m part and 
rwmndcd ,  Rcll Allanlic Trl i o *  7 '  FCC. 24 r 3 d  1441 ( D C  Cir 19941, Expanded lnterconnecl!on unlh 
I ucnl J e l q ~ h u n e  Cunipuriy hrililiei, 9 FCC IRcd 5154, 5158. 5196 (1994) (Viriuol Colloiahon Order) 
("Expanded ~nterc~nnectmn' '  refcrs t@ the inrercomection of one carrier's C I K U I I S  with those of a 
I EC a i  one of the L E C s  wire centcrs 50 that the carrier can provide certain facilities-based access 
w r v ~ e \ ) ,  iiuiiched Tronsporl T ~ p n d c , ~ l  Iiilrrconne~tion uiilli Loco1 Telephone Companv Facrhhes, CC 
Llnikci N I ~  91-14]. 5ccccnnd Repiirt and Ordrr and Third Notice of Proposcd Rulcmaktng, 8 FCC 
Tlrd 7374. 7425.32 (1993) ( 5 w ~ i ~ l ~ c d  Triincporr Eipanded lnterconncction Order) (An expanded 
!nterronnrrtlm offerin5 15 &wncd "qxrational" whcn a t  [cast one interconnector has taken a 
.wIt'ttrd cross-ronne~t rlcrnent). fljfd, Vir fun i  Culiucnhon Order, 9 FCC Rcd 5196 

1') 
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In lYY9, the FCC released its Pvicing Flexrbilrty Order in order to allow, inter 
olru.  "incumbent LECs progressively greater pricing flexibility [for Special Access 
services] a s  they fLice increasing competition "2L' Used often by the Commission, 
limited pricing flexibility is a mechanism that deregulates narrow portions of a 
dominant firm's business as i t  presumably becomes competitive without having 
to deregulate the entire firm 2 1  

In  its P r i c r n ~  Flrxrbilrty Order, the Commission established two pha3es (Phase 
1 and Phase 11) of pricing flexibility for Special Access services Under Phase I ,  
the Commission would allow the ILEC to provide volume and term discounts of 
current rates or enler into contract tariffs,= while Phase 11 pricing flexibility 
would removed the ILEC from price cap regulation altogether 

To obtain Phase I pricing flexibility under the Commission's regulations, a 
price cap LEC must  show that in each Metropolitan Statistical Area (MSA) 
competitors unaffiliated with the price cap LEC have collocated. 

(1) In fifteen percent of the petitioner's wire centers, and that at  least one 
such collocator in each wire center is using transport facilities owned 
by a transport provider other than the price cap LEC to transport 
traffic from that wire center, or 

In wire centers accounting for 311 percent of the petitioner's revenues 
from dedicated transport and Special Access services other than 
channel terminations between LEC end offices and  customer 
premises. determined as specified in Sec 69 725 of this part, and that 
at least one such c~l locator  in each wire center is using transport 
facilities owned by a transport provider other than the price cap LEC 
tci transport traffic from that wire center 24 

( 2 )  

211 

21 

Pnong Flex ih l i ly  Older, suprn n 38 a t  1 67 

S r c  ' 2 ,  hi re Curtipilion ) I ,  the Ivitersfutc IrrterrrdianXe Markelplace, 6 FCC Rcd 5889 
(199l)(lXC Ilulrrnakmg Ordcr), In TP R m m m  lo Prim Cap R ~ i e s  fop A T e T  Corp, Report & Order. 
FCC Uockct N o  95-18 (re1 12 J a n u a p  1995), Policy and R u k  Concerning Rates for Dominant Carners, 
CC Ducket No 87-313, Second R e p r l  and Order, 5 FCC Rcd 6786,6818-20 (LEC Price Cop Order) 

22 

?y 

Sec 47 C F I< $ 6 9  727 (a) 

5~ 47 C F I2 5 69 727 (h) 

S a ,  47 C F R S 69 709(b) t't 5rq 
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For channel tcrminations, a stricter standard IS applied g v e n  that entry costs for 
channel terminations are higher Phase 1 relief for channel terminations requires 
iollncatinns in 50 percent of wire centers o r  in wire centers accounting for 65 
percent of  revenues 

The standards for Phase I I  pricing flexibility are nearly identical except that 
non-affiliated carriers must have collocated in 50 percent of the petitioner's wire 
centers VT in wire ccnters accounting for 65 percent of the petitioner's revenues 
from dedicated transport and Special Access services other than channel 
terminations between LEC end offices and customer premises Phase I1 
flexibility require5 a higher "cornpetition" standard than Phase I, since the ILEC 
can remove services sold in such markets from price cap regulation, whereas 
Phase 1 flexibilitv retains price caps but allows the ILEC to provide volume and 
term discounts of current rates or enter into contract tariffs16 Consumers can 
continue to purchase Special Access service5 a t  price-cap rates with Phase I relief, 
hut lhis  option is eliminated with Phase I1 relief 

The deregulatory paradigm for Special Access services established by the 
Commission consists of (at least) two primary components relevant to an 
econumic and legal analysis First. the Commission defined the geographic 
market over which flexibilitv is granted as an MSA MSAs are rather large 
geographic areas that extend well beyond the core population and business 
denvty of the cities contained therein Second, pricing flexibility is not granted 
i n  response to a reduction in market power, but in response to the number of 
central offices in which at least one competitor has collocated While measurable, 
collocation 15 not necessarily related in a meaningful way to the extent of 
competition, so the Commission's deregulatory framework relies on a highly 
indirect measure ut conipetition Both features of the Commission's paradigm - 
large geographic markets and indirect measures of competition - create the 
potential for market power to be exercised by incumbent firms Whether or  not 
this potential is realized is an empirical question, which we  turn to in Section I l l  
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I The FCC'5 Appr~~ucl i  to  DeJiriing the Appropriate  Gerigrap/iic Markeb for 
Aiiafysis 

According t o  the Conimission. the relevant geographic market for regulatory 
purpose5 should be defined "narrowly enough so that the competitive condihons 
within each area are reasonably similar, yet broadly enough to be 
adminis~ratively workable ''27 Agreeing with the ILECs.28 the Commission chose 
Metropolitan Statistical Areas or "MSAs">g as the relative geographic area for 
purpo5es of analvsi5 because, reasoned the Commission, MSAs are a "logical 
basis for measuring the extent of competition" as  MSAs "best reflect the scope of 
competitive entry" 30 Entrants, however, contested the notion that MSAs 
coincide with the scope of competitive entry, arguing that the geographic- 
specificity of telecommunications plant tends to support small geographic 
markets 31 Whilc the Commission recognized that telecommunications 
investment is "largely specific to a location," i t  did not place substantial weight 
on this fact when selecting market boundaries 32 

Both wider and narrower market boundaries were proposed, including 
statewide and central office specific boundaries (among others) Limiting the 
market to central office5 was rejected on administrative grounds, with the 
Commisyion arguing that "defining geographic areas smaller than MSAs would 
force incumbents to file additional pricing flexibility petitions and, although 
thehe petitions might produce a more finely-tuned picture of competitive 
conditions, the record does not suggest that this level of detail justifies the 
increased expenses and administrative burdens associated with" such a 
definition -3 Converselv, the Commission believed that providing state-wide 
pricing flexibility wjould "increase the likelihood of exclusionary behavior by 
incumbent LECs by giving them flexibility in areas where competitors have not 

>7 iri a t  1 71 

2* / I /  a t n  l Y 6  

2') S r r 4 7 C F R  S 2 2 Y O Y ( a )  

'0 Pricing Fiwihiiity O r h r  a t  7 72 

id a i  f 74 ("CTSI and KMC suggest that  compeiit~un may ew5t tn only a m a l l  part of an 
MSA")  

' 7  i d  ai R1 

3 '  i d  d i  1,' 74 
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veL made irreversible investments in facilities ''11 The Commission also 
recognized that its MSA definition potentially presented the same problem and 
might "lead to higher rates for access to some parts of an MSA that lack a 
competitive alternative " 3 5  

Selecting market boundaries turned on the tradeoff between the risk of 
tncre.iscd markel power in some parts of the market and the costs of 
administering a deregulatory paradigm (for both the Commission and the 
ILECs) x Presumably, administrative costs rise as the size of the market falls, 
thereby increasing the number of markets and requiring more numerous 
applications for flexibility The Commission believed that the MSA was 
appropriate becau3e adminishative cost5 were reasonable and its triggers were 
"sutficient to preclude the incumbent from exploiting any monopoly power over 

If, however, market power IS observed under the 
Commission's derrgulatory paradigm, then either the Commission's triggers are 

sustained period ' ' 3 -  

-4 111 a l l  72 

i' Id 'it 11 142 (emphasis supplied) Thc problem with overly broad market definihons 15 

uwlul l \  ?valuated using the cconomic lhrury of fragmented competition To Illustrate the concept, 
ctinsdrr a simple cxamplc S u p p o s ~  there are two Islands, A and B On Island A. both firms 1 and 
2 0 t h  "ipecial Acccs" scrv1ce5 t i )  cnd users, but vnlv Firm 1 offers serwce on Island B Island A 15 

3 ciintrited o r  compctitwc market, whereas Island B 1s a monopoly Economists refer to this 
rompelit ive scenario d'i fragmented duupolv or fragmented cornpetition Basu. K & Bell, C 
iropwr?ferl  Diiopolu I I I P O T ~  orid A p p i r n l w ~  10  Buckuwrd Agnculhrrr, JOUHNAL O F  DEVELOPMENT 
Et < ~ o M K ~ ,  36, 145-16  (1991). Beard and  Ford (2003). Beard, Ford, Hill, and Saba (2003) The most 
int<mesting case of fragmcntc-d cumpetition 1s when firms are required to offer seruices at thc same 
price acro5.i the two scgmrnts (or Islands) Firm 2, providing S ~ T Y I C ~  only on Island A, hehaves in a 
tiaditinnally duopolistic fashion imce 11s ?mire market I S  contested Alternately, Flrm 1. serving 
beth cuntcsted and captured wgmenis, must consider the tmplicahons from both markets when 
scttlng its \ingle prirc, A i rosi-markFt  balancing act by Firm 1 renders an  equilibrium price that 
1 1 ~ s  br twem thc monopill\, and compctiti\w (duopolistic) price Importantly, I f  prices can differ 
Iktwwn tsland,, then the t w u  Islands arc treated independently by Firm 1 with the monopoly price 
prwailing tn thc captured q y w n t  (Island B) and the rornpetltlve pnre prevalllng In Ihe contested 
scgmcnt (Island A) Firm 1 ' 5  profit5 are highcr 11 i t  can prirc discrimmate across markets, so Ftrm 1 
pwfeis to segmeni the two markcts Oddly, debpite the ability to mrrcise market puwer. 
i cgmwtlng  the market wab viewrd ah d w r a b l c  by the Commission "incumbent LECs are no 
lungrr rrqu~red to chwsc  belwcen lowrring a Tatc Ihrwghout the arca at issue or not lowering the 
rat? at all " I# !  at 5 122 

7" I nwrfnce J Splwak, Win1 Hnlii Cu,i,qrm Wrought' Keonrnting Economic Analysis of 
l~~ l~ , ' , , , , , ~ , , , , , , ~ , , l ,~~ , ,~  hlorkeli AOrr Ihe 1'??6AiI.  ANTlTRSr  (Spring 1997) ai 3334 

'7 i'nrrni( f l n i b i i r l i ,  Onkr iirpra n 18 al 7 141 
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inadequate indicators of competition or its market boundaries are too wide (or 
both) ’* 

One distinction between Phase I and I1 relief with respect to market 
definition is worth d i ~ u ~ s i i l g  With Phase I relief, a customer can continue to 
purchase Special Access services at regulated (price cap) prices This option is 

eliminated with Phase I I  relief Because the administrative costs of price caps are 
incurred regardless of Phase I or Phase I1 relief (until, at least, all markets receive 
Phase I1 relief), the price-cap ceiling in Phase I markets IS a very low cost stopgap 
measure against the exercise of market power in those markets Why the 
Commission did not maintain this stopgap measure in Phase 11 markets IS  

unclear, though probably related to the desire to completely deregulate prices 
However, g v e n  the shaky competitive standards relied upon to deregulate this 
market and the failure to perform a market power analysis, the price-cap stopgap 
measure may have been a reasonable component of Phase II relief This stopgap 
should have no effect on the ILECs’ incentive to cut price Unless Special Access 
circuits in different markets or areas of single market are substitutes or 
compliments in demand, the inability to raise price for some customers should 
not affect the decision to lower prices for others 39 Therefore, downward price 
pressures should be unaffected by a price-cap ceiling on rates 

2 Sunk Costs R S  (7 Proxy for Cumpetition 

Perhaps the most puzzling aspect of the Commission’s deregulatory 
paradigm is the deci5ion to measure the extent of competition and the prospects 
for entry by the degree to which entry requires sunk costs 40 While economic 
theory does suggest that sunk investments represent a commitment by entrants 
thereby reducing the expected success of predatory actions by incumbent hrms, 

‘8 In contrast 10 115 M,I(/C g?opph i r  market boundaries far high capacity arcuits in thc 
p r ~ l n g  flexlbdity Cmtext, for high capacity unbundled network elements (“UNEs”) the 
Cummisswn reccntl), delined the rrlcvant market f o r  similar servres on a pOlnt-tO-pOlnt bas!? ( e g ,  
hetween two central o f f i c ~ s  o r  perhaps hctwcen two cib-pairs)  m their Triennial Rewcw See supra 
“ 3  


